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SECURI Tl ES/ FUTURES EXCHANGES AS EXAMPLES OF SELF- REGULATI ON

CHAl RVAN  JAMES: Qur next panel is entitled
Securities and Future Exchanges as Exanples of Self-Regulation
This panel was recommended to us by Comm ssioner Richard Leone,
and | now invite Conmm ssioner Leone to give a brief introduction
to financial markets in the context which we wll hear about
t hose this norning.

Comm ssi oner Leone, thank you very much.

COW SSI ONER LEONE: | wll not be able to fulfil
that charge, but | have been pressing, and wth these
di stingui shed panelists | know the subject wll be covered, for

us to talk about what we can learn from securities markets.
Because ny own experience working in that industry raised in ny
mnd a variety of questions.

Securities markets exist to permt us to efficiently,
nore efficiently allocate capital. But they are in a way an
adm ssion of the fact that we can't mnmeke those decisions wth
great certainty. W rely on markets to correct for all the
uncertainty. W rely on markets to shift risk. That's what
hedging is all about. But narkets do not elimnate the risk.
Sonebody takes on the risk. And sonetines people take on too
much risk and in the period of the G eat Depression where we did
a great many things; both social insurance and changed fi nanci al
markets in order to deal with the catastrophe that could occur if
risk was taken to its logical extrenme. W created a regulatory
structure which has a few sinple principles, a very conplicated
el aborate regulatory structure, but based on a few sinple
principles, that seemto ne to be principles entirely lacking in
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much of the ganbling industry, the nost obvious being disclosure
of the risks. The nobst obvious place where that is not done is
in state lotteries in any way.

The second is we have suitability requirenents. e
| ook at and require certain things about who is permtted to be
in certain markets. As a former president of a commodities
exchange, it's one of the riskiest of markets. That is a matter
of serious concern. And we have a variety of nechanisns to
insure that | osses are guaranteed by clearing nenbers or others
or that there are credit controls, and we apply these rules to
i ndi vidual s, even to institutions.

So while the securities markets are not in the strict
sense of the word "ganbling”, they' ve been ruled by Courts not to
be ganbling and they provide an economic function that is far
different from the economc function that ganbling provides.
Ganbling is a service in economc terns. Qobviously it produces
j obs and incone for sone people at a cost to other people who buy
it just like any other service.

Capital markets serve a nore fundanental purpose in a
capitalist society. They enable people to turn to the capita
markets in order to expand their activities and they provide
rewards for the people who support that expansion either through
equity or debt. Nonet hel ess, they involve a lot of uncertainty
and risk and in sone markets, commobdities being the obvious
exanple since we're here in Chicago, nost investors lose their
nmoney. An overwhel m ng nunber of individual investors |ose their
nmoney in those narkets.

Even in the tried and true equity markets, investors
do not as a group get the returns of the index because there are
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transaction costs. Wile futures are a zero sum gane, stocks are
not a zero sum gane, but both of them have transaction costs. So
futures is quite like ganbling in one sense in that there is sone
gain, mnus the transaction cost and also given the way random
nunbers work, sone people tend to lose a ot or win a |ot. I n
the equity market the sanme thing is true.

In other words, | know many peopl e, including many of
my friends in the securities industry, didn't want anything to do
with this Conm ssion because they didn't want to be seen as
having anything to do wth ganbling. Specul ation serves an
honorable function in capital markets and is regulated in a
variety of ways. | also would argue from personal experience
that a lot of what is called hedging is specul ati on when you | ook
at it closely. And those markets, because we depend on them so
much, are highly regulated and controlled by the governnent and
by self-regul atory organi zati ons and by brokers, all of whom have

| evel s of rules and regul ati ons.

| think we can learn a |ot. |"m delighted that we
have a panel like this. | can only say in conclusion that during
1987, after the stock market crashed, -- | was working for N ck

Brady, who was chairman of the comm ssion that |ooked into it,
the stock market crash, and the various proposals to put sand in
t he wheel s and other things. It becanme clear that a great nmany
i nportant people in the securities market did not understand the
risks involved in a lot of the new securities or even plain
vanilla ones like futures and options, |let alone derivatives,
peopl e who were running firns, people who were very inportant in
Washington. So it would not be surprising if a great nmany people
did not understand the risks involved in being in the ganbling
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busi ness and increasing nunbers of people are in it, either as
custoners or as conmmunities or as corporations. So | think this
is a useful panel and I'mglad they're here.

CHAI RVAN JAMES: Thank you. Before | introduce our
panel, | would like to take this opportunity to inform each of
them that wunder the supplenental rules of the Conm ssion
testinmony before the Conmm ssion shall be considered to be
conduct ed under oath. I'"d like to introduce our distinguished
speakers. The Honorable David Ruder, professor and forner Dean
of the Northwestern University School of Law. He's the fornmer
chairman of the United States Securities and Exchange Comm ssion.
M. Alton Harris is a renowned expert in the area of securities
| aw and regul ati on. I'"d like to thank you both for joining us

t hi s norni ng.
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